PURSUANT TO INTERNAL REVENUE CODE
SECTION 7463(b),THIS OPINION MAY NOT
BE TREATED AS PRECEDENT FOR ANY
OTHER CASE.




T.C. Summary Opi ni on 2008- 68

UNI TED STATES TAX COURT

RONALD M CHAEL AND LORRAI NE ELI ZABETH SKALKO, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 10958-05S. Filed June 18, 2008.

Ronal d M chael and Lorraine Elizabeth Skal ko, pro se.

Brenda Fitzgerald, for respondent.

VELLS, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect

when the petition was filed.! Pursuant to section 7463(b), the

1Unl ess otherwi se indicated, all Rule references are to the
Tax Court Rules of Practice and Procedure, and all subsequent
section references are to the Internal Revenue Code as in effect
for the years in issue.
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decision to be entered is not reviewable by any other court, and
this opinion shall not be treated as precedent for any other
case.
Respondent determ ned deficiencies in petitioners’ incone

taxes and penalties as foll ows:

Penal ty
Year Defi ci ency Sec. 6662(a)
2001 $5, 812 $1, 162. 40
2002 4, 352 870. 40
2003 4,176 835. 20

The issues we nmust decide are: (1) Wiether petitioners are
liable for deficiencies in taxable years 2001, 2002, and 2003
where the deficiencies arose in part from deductions petitioners
claimed on Schedule C, Profit or Loss From Busi ness; (2) whether
petitioners properly reported the gross receipts of their
busi nesses; (3) whether petitioners may claima dependency
exenption deduction for their daughter for 2003; (4) whether
petitioners properly reported an early distribution froma
qualified pension or retirenment plan; and (5) whether petitioners
are liable for section 6662(a) accuracy-related penalties for
negligent failure to accurately report incone or for substantial
understatenents of incone tax.

Backgr ound

Sone facts have been stipulated and are so found. The

stipulation of facts and the attached exhibits are incorporated
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herein by this reference. At the tine the petition was filed,
petitioners resided in Ceorgia.

During 2001, 2002, and 2003 petitioner Ronald Skal ko
(petitioner) operated two businesses as sol e proprietorships.
The first business was a party equi pnment rental and bartendi ng
servi ce conducted under the nane Pourmasters. The second
busi ness was a newspaper delivery service (Newspaper Delivery).
For part of the year M. Skal ko al so worked full tine as a
seasonal enpl oyee of the Internal Revenue Service.

Car and Truck Expenses

Petitioner did not maintain contenporaneous nleage |ogs for
car and truck expenses for Pourmasters and Newspaper Delivery.
Petitioner provided a noncontenporaneous | og for Pourmasters and
Newspaper Delivery for 2001. On Schedule C for Pourmasters
petitioners clainmed car and truck expense deductions of $5,175
for 2001, $7,665 for 2002, and $10,800 for 2003 of which
respondent allowed in the notice of deficiency the foll ow ng:
$3,695 for 2001, $5,000 for 2002, and $6,873 for 2003. On
Schedul e C for Newspaper Delivery petitioners clained car and
truck expense deductions of $3,450 for 2001 and $8, 424 for 20083,
of which respondent allowed in the notice of deficiency the

followi ng: $3,450 for 2001 and $3, 600 for 2003.



Depreci ati on Expenses

For 2001 petitioners deducted $7,000 in depreciation
expenses for Pourmasters. The docunents petitioners provided to
respondent reported expenses of $7,297.30. O that anount in the
notice of deficiency, respondent disallowed $1,968.20 paid to
purchase a refrigerator during 2001 and al |l owed $5, 311 of the
remai ni ng depreci ati on expense deductions cl ai ned.

Legal Expenses

For 2001 petitioners deducted $3,500 in | egal expenses for
Pourmasters. In 2001 petitioners paid $3,500 to J. WIIliam
Morse, an attorney, to defend M. Skal ko agai nst charges of
driving under the influence of intoxicants, possessing an open
container, and failing to maintain his lane while driving. 1In
the notice of deficiency respondent disallowed all of
petitioners’ clainmed | egal expense deducti ons.

|tem zed Deductions for Enpl oyee Busi ness Expenses

For 2001 petitioners clainmed deductions of $4,895 in
enpl oyee busi ness expenses, and in the notice of deficiency
respondent all owed $3, 954 of the anounts clained. For 2002
petitioners deducted $6,593 in enpl oyee busi ness expenses for
Ms. Skal ko and $370 for M. Skal ko, and of these anbunts, in the
noti ce of deficiency respondent allowed $990 for |anguage
trai ni ng expenses and $2,964 for nmeal and entertai nment expenses

for Ms. Skal ko. For 2003 petitioners deducted $5,117 in
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enpl oyee busi ness expenses for Ms. Skal ko and $240 for M.
Skal ko, and of those anbunts, in the notice of deficiency
respondent all owed $3, 783 i n enpl oyee busi ness expenses for
Ms. Skal ko.
Wages

During 2001 petitioners’ older son was a full-tinme student at
the University of Denver. Also during 2001 petitioners’ younger
son was 17 years old and was a high school student. Petitioners
clainmed that they enployed both of their sons in Newspaper
Delivery. For 2001 petitioners deducted paynents they claimthey
paid their ol der son of $200 per week for 27.5 weeks, for a total
of $5,500. Additionally for 2001, petitioners clainmed deductions
for paynments they claimthey nade to their younger son of $200
per week for 15 weeks for a total of $3,000. Petitioner clains
that he delivered newspapers for the remaining weeks of 2001.
Petitioners failed to keep contenporaneous records of the days on
whi ch their sons delivered newspapers as well as of any paynents
made to their sons during 2001. 1In the notice of deficiency
respondent disallowed all of the deductions clainmed for wages
paid to petitioners’ sons.

G oss Receipts

For 2001 petitioners’ records indicate that petitioners’
gross receipts from Pournmasters were $18, 532. 95; however,

petitioners reported only $15,350 of gross incone. |In the notice
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of deficiency respondent adjusted petitioners’ gross receipts to
i ncl ude an additional $3,182.95.

O her Expenses

For 2001, 2002, and 2003 petitioners clainmed other expense
deductions for Pourmasters. Specifically, for 2001 petitioners
deduct ed $1,500 for tel ephone expenses, $250 in cl eaning
expenses, $150 in postage expenses, and $500 in supplies. In the
notice of deficiency respondent disallowed $124 of the cell phone
expense deduction and all owed the remai ni ng expense deducti ons
claimed for 2001.

For 2002 petitioners deducted $2,500 in tel ephone expenses,
$150 in cl eani ng expenses, $150 in postage expenses, $3,697 in
supply expenses, and $1, 250 in periodical expenses. 1In the
notice of deficiency respondent disallowed $1, 000 of the
t el ephone expense deduction and $1, 250 of the periodi cal expense
deduction and all owed the renai ni ng expense deductions cl ai ned
for 2002.°2

For 2003 petitioners clainmed deductions of $2,400 in
t el ephone expenses, $150 in cl eani ng expenses, $150 in postage

expenses, $500 in periodical expenses, and $5,525 in supply

2Al t hough respondent intended in the notice of deficiency
t hat $2, 250 in expense deductions clainmed for taxable year 2002
shoul d be disallowed for Pourmasters, the notice of deficiency
determ ned only a $1, 000 adjustnment. Respondent did not
subsequently nove to increase the deficiency accordingly.
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expenses. |In the notice of deficiency respondent disallowed $900
of the tel ephone expense deduction and $500 of the peri odical
expense deduction and all owed the remaining expense deducti ons.

| nt er est Expenses

For 2001 and 2002 petitioners clainmed deductions for
i nterest expenses charged on credit cards they used for both
personal and busi ness expenses. For 2001 petitioners deducted
$1,500 in interest expenses for Pournmasters. Also, for 2002
petitioners deducted $2,500 in interest expenses for Pournasters.
In the notice of deficiency respondent disallowed all of the
anount s deducted for those interest expenses.

Rent Expenses

For 2001, 2002, and 2003 respondent disallowed petitioners’
cl ai med rent expense deductions for Pournasters. Petitioners
deduct ed anounts for rent expenses that they did not pay. During
the audit petitioners asserted that goods were used to pay rent
invoices in lieu of nonetary conpensati on.

Travel / Meal s and Entertai nnent Expenses

For Pourmasters for 2002 petitioners clainmed $1,200 in
expense deductions for attending a bartending conference. For
2002 and 2003 petitioners clainmed $1,050 as nmeal and
entertai nment expense deductions related to M. Skalko’s
attendance at a bartending conference. In the notice of

deficiency respondent disallowed all of the expense deductions.



Early Distribution

During 2002 Ms. Skal ko received an early distribution of
$704 froma qualified pension or retirement plan. During 2003
Ms. Skal ko received $1,207 as an early distribution froma
qualified pension or retirenent plan. 1In the notice of
deficiency respondent determ ned that the early distributions
were to be included in petitioners’ inconme for the respective
t axabl e years.
Exenpti ons

During 2003 petitioners’ daughter was 26 years old and
earned $11,091 in inconme. Petitioners’ daughter filed a tax
return on which she clainmed a personal exenption for herself and
al so claimed the earned inconme tax credit. For 2003 petitioners
cl ai mred a dependency exenption deduction for their daughter which
respondent disallowed in the notice of deficiency.

Di scussi on

Cenerally, respondent’s determ nations in the statutory
notice of deficiency are presuned correct. See Rule 142(a)(1);

Welch v. Helvering, 290 U S. 111, 115 (1933). Deductions are a

matter of l|egislative grace, and petitioners bear the burden of
proving that they are entitled to the deductions clained. See

Rul e 142(a); INDOPCO, Inc. v. Conm ssioner, 503 U.S. 79, 84

(1992); New Colonial lIce Co. v. Helvering, 292 U S. 435, 440

(1934). Under certain circunstances, the burden of proof shifts
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to the Comm ssioner. Sec. 7491(a)(1l). Section 7491(a) does not
shift the burden of proof to respondent because petitioners
failed to maintain records or conply with substantiation

requi renents as required by section 7491(a)(2) (A and (B)

Where a taxpayer establishes that he incurred a business
expense but cannot prove the anmount of the expense, the Court may
approxi mate the anmount all owabl e, bearing heavily against the
t axpayer whose inexactitude is of his own making. Cohan v.

Comm ssi oner, 39 F.2d 540, 543-544 (2d GCr. 1930) (the Cohan

rule). To apply the Cohan rule, however, the Court nust have a
reasonabl e basis for approximating the anount of the expense.

Vani cek v. Commi ssioner, 85 T.C. 731, 742-743 (1985). W are not

required to accept a taxpayer’s unsubstantiated testinony that he

is entitled to a deduction. See Tokarski v. Conm ssi oner, 87

T.C. 74, 77 (1986); Hoang v. Comm ssioner, T.C Meno. 2006-47.

Petitioners failed to offer sufficient substantiation to
provi de a reasonabl e basis for approximting the anmounts of the

expenses. See Vanicek v. Conm ssioner, supra at 742-743.

Petitioners substantiated the cost of a refrigerator, the
deduction for which respondent had disal | owed; however,
petitioners failed to denonstrate that they used it in one of
their businesses. In addition, petitioners failed to provide any
substantiation at trial that would permt the Court’s use of the

Cohan rule. W conclude that petitioners have failed to carry
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their burden to show that they are entitled to deductions in
excess of the anmounts respondent allowed in the notice of
deficiency. Accordingly, we uphold respondent’s determ nations
in the notice of deficiency for the taxable years in issue in
full.

We next consider whether petitioners are liable for
accuracy-rel ated penalties pursuant to section 6662(a).
Respondent determ ned section 6662(a) accuracy-related penalties
of $1, 162. 40, $870.40, and $835.20 for taxable years 2001, 2002,
and 2003. Respondent determ ned that petitioners’ 2001, 2002,
and 2003 underpaynents of tax were attributable to negligence or
di sregard of rules and regul ations, or alternatively that the
2001, 2002, and 2003 under paynents were attributable to
substanti al understatenents of inconme tax.

Pursuant to section 6662(a) and (b), a taxpayer nay be
liable for a penalty of 20 percent of the portion of an
under paynment of tax due to negligence or disregard of rules or
regul ations. The term “negligence” in section 6662(b)(1)
includes any failure to make a reasonable attenpt to conmply with
the I nternal Revenue Code and any failure to keep adequat e books
and records or to substantiate itens properly. Sec. 6662(c);
sec. 1.6662-3(b)(1), Incone Tax Regs. Negligence has al so been
defined as the failure to exercise due care or the failure to do

what a reasonabl e person woul d do under the circunstances. See
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Allen v. Conmm ssioner, 92 T.C. 1, 12 (1989), affd. 925 F.2d 348,

353 (9th Gr. 1991); Neely v. Conm ssioner, 85 T.C. 934, 947

(1985). The term “disregard” includes any carel ess, reckless, or
intentional disregard. Sec. 6662(c).

The Comm ssioner has the burden of production with respect
to accuracy-related penalties. Sec. 7491(c). To neet that
burden, the Comm ssioner nust produce sufficient evidence
indicating that it is appropriate to inpose the penalty. See

H gbee v. Conm ssioner, 116 T.C 438, 446 (2001). Once the

Comm ssi oner nmeets his burden of production, the taxpayer nust
cone forward with persuasive evidence that the Conm ssioner’s
determ nation is incorrect. Rule 142(a); see Hi gbee v.

Commi ssi oner, supra at 446-447. The taxpayer nay neet this

burden by proving that he or she acted wth reasonabl e cause and
in good faith. See sec. 6664(c)(1l); sec. 1.6664-4(b)(1), Inconme
Tax Regs.

We concl ude that respondent has met his burden of production
under 7491(c). The record shows that petitioners failed to keep
adequat e books or records or to substantiate itens properly for
tax years 2001, 2002, and 2003. See sec. 6662(c); sec. 1.6662-
3(b)(1), Incone Tax Regs. Accordingly, petitioners bear the
burden of proving that the accuracy-rel ated penalties should not

be inposed with respect to any portion of the underpaynents for
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whi ch they acted with reasonabl e cause and in good faith. See
sec. 6664(c)(1l); sec. 1.6664-4(b)(1), Inconme Tax Regs.

Petitioners clainmed substantial deductions for which they
failed to provide credi ble evidence that respondent’s
determ nations are incorrect. W conclude that petitioners have
failed to neet their burden of persuasion with respect to the
accuracy-rel ated penalties. Thus, we conclude that petitioners
are liable for the section 6662(a) penalties for negligence
determ ned by respondent.

We have considered the parties’ renaining argunents and
conclude that the argunents are either without nerit or
unnecessary to reach.

To reflect the foregoing,

Deci sion will be entered

for respondent.




